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|ssuEes

Whether funds derived by T, a slate-charened credit union described in
section 501{¢X14) of the Intemal Rgvenue Code, from the following activities
should be traated as unvelated business taxabie Income undes section 511 of the
Code:

A.  Sale of MEMBERS financlal management services (formerly “Plan
America”}
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Sale of credit life and credit disability insurance

Financial management services to {J

Financial services to nonmembers through a shared branching
network of credil unfons

Interest income

income received from V's provision of services to nonmembers
Sale of chacks

Onm oow

Eadls

T is a slate-chartered credlt unlon, which is recognized as exempl from
federal income fax under section 501(a) of the Code as an organization
described in section 501(c){(14){A).

1'8 board of directors, supervisory commities and laan committes are
comprised entirely of electad memiers of the credit unian wio $6rve on a
volurtery basis without compensation,

T's purposes ag stated in its Articles of Incarporation are to pramote thrift
and provide low cost eredit for its members,

T's activities incle acespting deposils from ang mainaining the
accounts and savings of its members. These deposit acesunts include savings
ar shere aceounts on which members earn periodic dividends credlted to the
accounts and share drafl accounts, which are transaction accounts simllar to
bank checking accounts. T represents that its day-to-day busingss oparations
differ from conventional banking institutions in several ways, T states that it
cenducts its business to reflect its non-profit mutual structure. T makas loansg to
its members and states that many bomowers have low incomes and might not
otherwise qualty far credit from conventionzl fer-profit banks. T also represents
thal it regularly issues loans for very small amounts, such as loans for aute
repalrs, which are typically not made by for-profit hanks, T indicates that It
serves smaller communities than thoss served by for-profil banks. T aise
indicates that because of lis mutual, non-profit operation, all members. not just
those maintaining high minimum balances, are able to eam competitive ratas on
their deposits and pay law banking fees.

T reprasents that in ordsr lo maintain its financial viakillty and continue 1o
safisfy its stated purposes of promoting thrift and providing a scurce of low cast
credit, it has endeavored to becoma a full service financis| ingtitution.
Consequently, T offers mare than Just demand deposits and loans, Currently, T
provides MEMBERS financial services, financial services to U, and financial
sarvices to nonmembers through a shared branching network of credit unions, T
alsp makes credit iife and credit disability insurance availabie to ils mambers In
connection with savaral loan programs, The different types of insurance are
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desciibed In more detall below. T also sells checks to its rmembers,

All of these products are underwritten or otherwise provided by third-party
insurance companles or other third-party vendors. In each case, T makes ils
members aware of the purpose and availabilily of theseg products, anawers
members’ quastions about the products or refers the mermber to the vendor for
additional information, and, with respect ta some of the products, abtaing and
subrnits applications for coverage, premiym payrments and claims.

During the years at issue. T made the following types of loans: personal,
maorigage, vehicle, and other secured and unsecured loans. The majorily of the
loans were personal, mortgage and vehicle. No information was provided by T
regarding number of loans made during the years at issue and haw many of
these loans were collateralized,

T did not provide information regarding the default rate on these loans as
a percentage of totals for years at issye.

T filed Form 890-T, Unralated Buginess Income Tax Retum for both years,
However, tha amounts derived fram the sale of the products discussed harein
were not included as inceme derived from unrelated trade or business,

A, Saie EMBERS Finaacial Services Progr MES Program

The MFS Program is a financizf services program that provides services
that T does not offer. The MFS Program is W's direct response markeating
program. Tha MFS Program authorizes W 1o offer insurance products 10 its
members through a local representative. Product offers include mutyal funds,
variable annuities, fixed annuities, varlable universal lifer, long term care
insurance, and tenm and whole Iife lnsurance. W has 2 representative located at
Tand T supplies office space, furniture, equipment, phone fines, and rmarketing
support to that representative. Pursuant to the agreement T made with W, W
pays a percentage of the new businass expense allowance doltars on all
products offered by the MFS Program. The percentage varies basad on the
calendar year-to-date accumulated expense allowance. The amount paldto T is
approximately 20 to 50 percent of the new business expense allowance dollars.
The monthly service reimbursemeant is 50 parcent of the renewsl allowsnce
dallars.

E. Sale of credit life and cradit disability Insurance

T offers lis member/borrowers the opporty hity to purchase credit iife and
credit dlsabiiity ingsurance an cerlain loars. Tic s party 10, and bensficiary of,
standard group credit disability policies with a third party insurance company.
Under these policies, a member-torrower who obtaing 3 lean (morgages and
other loans secured by real estate are oflen excluded) may, if ha or she chacses,
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obtain credit disabllity insurance which pays the loan installments during the
petiod of physical disability which impacts the borrower's employment. A loan
officer informs each member-borrower of the availability of credlt kfe and credit
Qisability insurance coverage, and if $e member-borrawer elacts to obtain the
coverage, the premium charge is added to the borrowet's ioar balance.

Qbtairing the credit disability insurance coverage is never g condition of the
mamber's recelpt of he loan,

As raflected in the group credit Insurance policy and letter agraements, the
credit disabillty covarage is standarg caverage which provides that the ingurer
will repay the balance of 2 member's loan up 1o & 350,000 policy timit. The
maximun laan duration coverad is 120 months and enly credit union members
are eligible. T does not offer crad|t disability insurance in connection with
overdraft protection, home equity loans, and real sslate loans.

Under the terms of the pelicy, T is also reimbursed for iis administrative
expenses in connection with its performarice of the prescribed duties as the

palicyholder. Ts employees perform the following duties with respect to the
credit disability insurance program;

* During the loan process, and as part of the laan transaction itself, explain
the ingurance program to mamber-borrowers:

* Process insurence applications:

* Collect and forward the premiums to the Insurance company:

* Receive and forward claims (claima can ba filed directly by the member-
borrowsr) to the insurance company; 2nd

* Answer mamber-borrowers' questions.

T's staff may recommend that the member opt to oblain coverage In
situations whare Coverage appears beneficial basad an the lavel of personal and
famity resources available for Igan repayment in the event of disability.

. The credit digability Insurance covarage requlres monthly premlum
payments. The charges are calculated by T and added to the member's loan

batanca. T remits the premiums it has coliected, less its expenses as noted
above, 1o the Insurance company.

T's commission for its role in coverage issuance and policy administration is
26 to 40 percent of the premiums written for credit disability insurance. This

percentage is based on an agraement between T and the insurance company at
the time the insurance was purchased,
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C. Finangial Management Services fo U

T wholly owns X, a credit union service organization. X entered into a
contract with U for X to provide broad based management of the operatlons of a
smaller, newly created state chartered credit union U, U is chartered by the
same state as T. The contract provides, in pant, as follows:

X to manage the operational sysiems of U and to assist U in
establishing appropriate policies and procedures. X agrees to use
T's employess and X's employees to pravide services to U in open ing
accounts for members, accepting deposits to accounts, processing
withdrawals from accounts, clearing checks drawn upoen the checking
accounts, accepting loan applicetions, releasing of loan proceeds (o
the borrower, preparing necessary reports, and cther activity
regarding the operation of a financial institution.

T must parmit X to use its facilities in carrying out the business of L.

X 1s 1o peovide U policies, proceduras and forms for the aperation of
U. U has final approvai regarding such policies, procedures and
forms. X has authority to carry out all policies and procedures except
for investment activitles. U shall direct investrment activity.

X is to hire, supervise and traln all such persannal as neaded for the
services to be provided pursuant to the agreement.

U shall buy the data processing equipment necessary for handling
services provided under the Agreement, including computer software,
hardware, operating system licenses and all necessary iterns for U's
data processing operatlons.

U's funds shall be processed through X's camputer operations
center,

U shall pay X compensation and all costs of X regarding the
performance of the Agraement.

X, in addition fo relmbursement for expenses, shall be pald 5t for the
first year, and $u for the second year of the Agreement. Aftsr the first
two vears, the method of determining compensation shall be

renegoliated. Compensation from Xto T shall be by separate
agreement.

Throughout the Agreement, X has agreed to provide the services through
the use of T's employees and facllitles. T is not a party to the Agreement
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patwesn X and U. T has reprasantad thal the compensation arrangement it has
with X is verbal and that It was unable to detail the terms of the verbal
agresment. T also stated that It parformed all the services required under the

contract on behalf of X 10 U. For years under audit T recorded $vin
rmanagenent fees fram L.

The details were not furmnished because T states that the relationships
among T, U and X were never carefully delineated. Additionally, the

relationships did not follow the pattern apparently contemplated by the written
Contract.

U acled as a full service branch of T in a suburb where T had no other
branches. The gign on the bullding showed the names of both credit unions. T
states that the revenues generated under the management contract were used 1o
cover T's staffing and administrative support costs for operating the new branch
facility. Subseguently, U was merged inte T,

X's Form 1120 filed for years under audil show that X's totel assets were $w
and the retum refiected zero receipts and zero expenditure.

D. i i N ices to nenm ars

During the years at issue, T derived transaction fee income far providing
financiat services to nonmambers. The financial services provided included, but
werne not limited 1o, account withdrawals, deposits, loan peyments and check
cashing. The services were the same services as provided to its membership.

Nonmembers served were members of credit unlons that are part of the Service
Center Network (SCN).

E.  Intgres! income

During tha years at issue, T eamed interast Income onaloanto V. T
owns fifty-five percent af V.

F. Income received from V's provision of services fo normempers

V provides financial services to members of credit unions participating in a
financial services network whereby they may utilize certain Cradit Union Service
Centers. The Credit Union Service Centers allow members of the various credit
unions to transact financial business on a shared branching basis by means of a
computer natwork. V also manages and operates a cantralized Indirect Lending
Program which provides loan services 1o membars of participating credit unions
&l various vehicla dealerships. Under the Indirect Lending Program, V generates
revenue from fees charged lo participating credit unlans for each booked loan. T,
as wall a5 numarous other credit unions, are servad by v, °




’ 200931063

The Form 1085 - U.S. Fartnership Returm of Incomes, Schedule K-1 =
Pannars Share of Incoms, Credits. etc. recaived by T from V for the first vear at
iSsue shows approximately $x in income from trade or business activilies. The
K~1 recaived for the second vear al isste shows a loss of approximately Sy fram
trade or business activities.

G, Saleofchecks

T has an agreement with Y whereby T agrees to rmarket andfor sell ¥'s
checks to its members, Pursuant to the contract, T agrees to use |is best efforts
o ptace crders for all of its members’ requiremants for checks and check-ralatec
i preducts. Y provides the base price of member's checks and T debits members
accounts for the cost of the chacks. For the years at issue, T recelved a
commission of approximalely 37 percent of the total amount billed.

T provides its membership with brochures and order forms ang answers
quastions regarding X's products.

T informs members that they can order checks directly from other
vendors. If a member Inquires about purchasing checks from another company,
T states that it is an option available to the member. A member can purchase
checks directly fram ather vendors by mal), phane, or over the Internet,

Low

Section 501(a) of the Internal Revenue Code provides, in pary, that
organizations described in saction 501{c} are exempt from federal income tex.

Section 501(c){14)}A) of the Code specifically exempts from federal income
tax credit unions without capital steck organized and operated for mutual
purposes and without profit.

Section 1.501(c}14)-1 of the Incorme Tax Regulations provides, In pan, that
credit unions {other than Federa! credit unions described in section 801(e)(1) of
the Code) without capital stock, organized and operatad for mutual purpeses and
without profit, are exampt from tax under saction 501(z).

State-chartared cradit unions were first acknowledged as exemp from
federal income tax In a 1917 Oplnion of the Attomey General. The Attorney
General considered credit unions organized under the iaws of the
Commonweaith of Massachusetts, The Atlomey Ganeral's oplinicn described the
purpeses of credit unions existing at that time:

]t is apparent that the purpose of these financial associations is tc help
people save and to assist those In need of financial help whose credii may




: 200931064

not be established at the larger banks. In reality, they are fundamentally
similar and supplementai to the existing agencies for pramoting thrift,
namely, the savings banks and cooperative banks, except on & mush
smallar scale,

The Atomey Ganaral's opinion also described some of the operations of
credit unions--making leans in appropriate amounts to members, "on which a low
rate of interest is charged.” and that *pjrompt payment of abligations is a
fundamental requirement . . ." The opinion described in detaii the procedures by
which members’ savings were hald by the cradit union, and how the members
2amed interast on their deposits. The opinion also polnted ta the democratic
character of the governance of these sarly credit unions by their membears: “At
the annual meeting of tha association each membsr {shareholder and depositor)
hes bul one vote | "

After review of the features and operations of these early Massachuselts
credit unions, the Attorney Gensral's opirian held that state-chartered cradit
unions would be exempt from faderal income tax, See 31 US. Op. Atty. Gen.
178 {1917}

The iegal analysis of the Attorney General's 1917 opinfon was adopted in
Freasury regulations Issued in 1918 and this remalned the official basis for the
tax axempl stalus of slate-chartered credit unions until the Revenue Act of 1851
granted axprags statutory tax-exempt status to state-chartered credit unions.
However, the Revenue Act of 1951 romoved tax exemption from savings and
loan associations, cooperativa banks, and mutual savings banks. The legislalive
history of the act suggests that the reason these entities lost their exernption was
because of their increased simllarity to commercial banks ang the resulting loss
of thelr original characteristic of mutuality. Specifically refering 1o the early days
of these institutions, the legisiative history states:

"The fact that the membaers were both the borrowers and the lendars was
tha essance of the "mutuslity” of these organizations.” See penarally 8.
Rep. No. 781 (Sept. 18, 1051), reprinted in .S, CODE CONG, & AD. SVC.
1969, 1981-67.

Presentday section 507(ck14)(A) - as enacted In 1951 — incorporates the
requirements of mutuality and non-profit aparation whieh formed the basis for
tha Attornay General's recognition of credit unions’ tax-exempt status in 1917,
Accordingty. the basic purpeses of tha cradit urion tay exemption remain
assenfially the same today as they ware in 1917. Based on the Atlomey
General's oplinlon, the basis for exemption is the provision of $avings accounts
and loans t0 memhers who may not be served by banks in 8 non-profit and
muisal manner,

Sedlion 511 of the Code imposes a tax on the unrelated business taxable
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income ©of organizations otherwise exempt from federal income tax under section
501(c).

Section 512(a){1) of the Code provides that the term "unreiated business
taxable iNcome” means, with ceriain modifications, the gross Income derived by
an organization from any unrelated trade or business regularly cartied on by it,
less allowable dedyctions.

Section 512(c) of the Code provides that if a trads or business reguiarly
carried on by a partnership of which an erganization is a membear is an unrelated
trade or business with respect to such organizatian, then such organization must
include its share of the income from that trade or business in its calculation of
UEBIT.

Seclion 513(a) of the Code defines the term “unrelated trade or business" in
the case of ary organization subject to tax imposed by section 511, as any frade
ar busfness the conduct of whizh is not substantially related (aside from the need
of such organization for the income or funds or the use |t makes of the profils
derivad) to the exercise or perfarmance by such organization of its axempt
function.

Section 1.513-1(a) of the regulations provides that gross income of an
Bxempt organization subject to the tax impesed by saction 511 of the Code is,
with certain exceptions, includable In the computation of unrelated businass
taxable income i (1} it is income from rade or husiness, {2) such trade or
business Is regularly carried on by the organization, and (3} the conduet of such
trade or busIness is not substantially related (athar than through the production of
funde) to the organization's performance of its aexempt functions,

Section 1.513-1(b) of the ragulations provides thal the term "{rade or
businzss” has the same meaning it has in sectlon 162 of the Code, and generally
includes any activity carried on for the praduction of income from the sale of
goeds or the perfarmance of services,

Section 1.513-1(cX1) of the regulations states thal in determining whether 2
trade or business is “regularly carried on” within the meaning of saction 512 of
tha Code, ragard must be had to the frequency and continuity with which the
activities are conducted and the manner in which they are pursued. Hence, for
example, specific business activitiss will ordinarity be deemed "regularly carried
on' if they manlifest a frequency and continuity and are pursued in a manner
generally similar to comparable commerelal activitias of nonexempt
organizations.

Seclion 1,513-1(d}{ 1) of the regulations provides that gross income is
derived from “unrelated trade or business” within the rmeaning of section §13(a)
of the Cade, if the ¢onduct of the trade or business which preduces the income is
hot substantially related {other than through the production of finds) to the
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purposes for which examption |s granted. The prasence of this reguirement
necessiatas an examination of the relationship between the husiness activities
that generate the particular income in quastion - the activilies, that is, of
producing or distributing the goods or periorming the services involved - and the
accamplishment of the organization's exempt purposes.

Section 1.513-1{d){2) of the regulations provides that a irade of buslness is
“related” to exempt purposes, in the relevant sense, only where the eonduct of
the business aclivitles has a causal relationship to the achisvement of gxempt
purpeses (other than through the production of Incoma), and it is "substantially
related,” for purposes of section 513, only if the causal relationship iz a strang
one. Thus, for the conduct of a trade or business from which a particular amount
of gross income is derlved to be subsiantially related 1o purposes for which
exemption is grented, the production or distdbution of the goods or the
performanca of the aarvices from which the gross Income is derlved rmust
contribute Impertantly to the accomplishment of those exempt purposes,
Whether aclivities contribute Imporantly to an organization’s exempl purposes
depends in 8ach case upon the facts and clrcumstances involved,

In Louisiana Credit Unign L aaque, 693 F 2d 525 (5th Clr. 1982), a business

loague described in secllon 501(c)(6) of the Cade engagad in several activities
mcluding the endorsement of insurance to its members, The court analyzed
whether these activities were substantially refated 1o the business league's
exemp! purpase under section 501{c)}{6) of advancing the credit union
movernant, in order to determine whether income generated from thoss aclivitias
resulied in Unrelated business income to the business league. In its anatysis, the
court stated that the “substantial relationship’ determinatian is necessarlly a fact-
based inquiry.” 0. at 535. The court also noted that the reguiations under
section §13 require a case-by-case identification of the exempt purpose, an
analysis of how the activity contribules to thal purpose and an examination of the
scale on which the activity is conducted. The League promoted the purchase of
insurance policies from a particular camier, providing the carrier with canvenient
services in the marketing and administration of its srograms, The court stated
that the League’s endorsament of graup insurance plans was principally
motlvated by a desire to raise revenue, The court also discussad at l&ngth the
distinction batween group and individual benefit. The cour said the distinction
between inheranily group benafite and Individual benefits |s analogous to tha
aggregatesentity concepl familiar in parnership taxation.

Just as a member of a parnership may snjoy benefits in his
separate capacities as partner and non-pariner, so may a
member of the . . .[League] . . .enjoy benefits both as a
L eague member and ag an individual credit union. Oniy those
activitles that benefit the credit unions in their ¢apacitles as
League members ¢an be considered substantially refated to
the League's exempt function. This group benefit standard
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also accords with 1he requirement 1hat a business league seek
to improve the conditions of an entire line of business rather
than perform discrete services for individuals. See Treas.
Reg. Section 1.501{¢)}{6)-1. When the activities of a business
league are directed toward the achievement of the common
business Intergst of its members, the benefils that accrue to its
mempers are inherently group benefits.

ld. at 536, The coust continued its analysis by stating that insurance
endarsement and administration is not the sor of unique activity that satisfies the
substantia! relaticnship test, nor do the benelits of that activity suffice, |d. al 536,
Rather than merely advising members of the availability 2nd desirability of
insurance coverage o cradit unions generally, the league promoted Lha purchase
of polices from a particular carrier. The court affirmed the districl court’s rationale
that tha [eegue’s insurance activities did littie more than generate revenue.
Hecause the league's endorsament was baslcally a fundraising activily, it was by
definltion unreiated buslness activity under section 513{a). id. at 537, Therefore,
the cour concluded that the League's insurance activities were not substantialy
related to its tax-exempt purpose of advancing the credit union movement.
Rathar, the cormection baetwean the fulherance of the credit unlon movement
and the selling of insurance was at besl tangential.

In Professional Insurance Agents of Michigan v. Comm'r,, 78 T.C. 246

(1982}, aff'd 726 F.2d 1097 (8" Cir. 1884}, the court held that promational and
administrative fees and an experience rating reserve refund received by a
husiness ieague describaed in sectlon 501 {c)6) of the Code for promoting group
insurance programs for its members constituted unrelated business {axable
income under section $12(aX1}). 'n holding that the business league’'s activitias
were not substantlally related, the court consldered whether the league'’s
insurance aciivities conlributed Imponantly o the league’s exempt purpose of
advancing the common business Interests of Independent insurance agents. The
court staled that the burden is on the taxpayer (o show that the challenged
aclivities contribute directly and limpodanily to the improvement of conditions In a
particuiar line of business. The court noted that tha petilloner's insurance
aclivities did little mare than generate revenue for the assoclation and provided !
members with a convenient and economical service in the operation of their
agencies. As such, they stood in sharp contrast to petitioners educational and
legislative activities, which served the broader purpose of improving the general
busingss enviranmant in which insurance agents operated. Thus, the courd

found petitioner's activity of promoting Insurance was not substantlally refated fo
its exempt purposa,

In La Calsse Populaire Ste. Marie (St. Mary's Banl v. U.8., 563 F.2d 505
(1st Cir_1977), the Government unsuccessfully challenged the exemnt status of
an arganization chartered as a credit union by the Stale of New Hampsahire under
sectlon 501(c)(14)(A) of the Code. The Govarnmeni malntained that the
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organizalion was not exempt because it offered & wide variety of services
typically offered by nonexempt full sendce banks, and was therefore not
organized or operated as a credit union. Among these services ware checking
accounts, mortgage loans, banking by mail, safe deposit boxes and a night
deposilory. This case focused solely on the taxpayer's axemptian under saction
501{c)(14)} ang did not addrass the provisions of sections 511 through

513. -

In Alabama Central Credit Unlon v. U.8., 646 F, Supp. 1189 (N.D. Ala.
1986), a credit union describad in section 5071{c){14) of the Code offered cancer

and group life insurance to jts individual members. The issue was whether
commissions that the credit union received from servicing these particular types
of insurance policles constitited unrelated business income under sectlon 512.
The court did not reach the issue for [urisdictional reasons: hawaver, it stated in a
footnote that the petitioner would have lost on the merits of this issue bacause
the pelicies benefitad tha insured withoul any reference lo the member's loans ar
accounts with the credit union. That court stated in dicta that cancer and group
life insurance offerad by a credit union to its members would result In unrelated
business table income for the following reasons:

1. Petitioner earned commissions for servicing cancer and group
life insurance policies;
2. These policies were forthe express benefit of the insured

without any refsrence to the member's loans or accounts with
the cradit union;

3. Petitioner derived no benefit from the palicies ofher than
commission on the sale of sald policies earned from the
insurance companles which issued the policies;

4. The sale of the cancer and group fife insurance policies at
issue had no substanitial, causal refationship to petitioners
axempt purposes; and

5. The sale of the policies bore no relationship to pelitioner's
function as a credit unlon.

id. at 1208, n. 14,

Rev. Rul. 63-282, 1989-1 C.B. 155, provides that an organization must be
formed and operatad under the siate law goverming the formation of cradit unlons
to qualily for exemptlon under sectlon 501{c)(14) of the Code as 2 state-
chartered credit union.

Rev. Rul. 72.37, 1972-1 C.B. 152, provides that 10 qualify as a credit union
gxempt frem income lax under section 501(cH 14)(A) of the Coda an organization
must, in addition to bealng fermed and operated under a state eredit union law,
operate withowut profit and for the mutual benefit of its members, The revenue
fuling clerified Rev, Rul, 69-282 stating that a state charter is a threshoid
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requirement for exemption, but nat the sole regulrement.

Rev. Rul. 60.228, 1960-1 C.8. 200, interprets the substantially related
raguirament of saction 513. An organization exampl from faderal income tay 33
&n agricultural organization described in ssction 501(¢)(5) of the Code promotes
wider inguranca coverage, including life, casualty, and fire insurance, among its
members and other local farmers. The insurance programs are provided by
several insurance companles, hut the organization's administrative and
secretarial staff is assigned to the work. The organization recelves an overali fee
from the [nsurance company for office and other $anvices rendered them In
connection with the insurance programs. The revenus ruling provides thai a
trade or business is substantlally reiated to an crpanization's exempt activities if
the principal purpose of the trade or business furthers these exampt purposes.
However, in this case, such activities are not usually associaled with the
funclions of an agricultural organizatlon and normatly would not be carried an by
auch an organizatian in furtherance of lis exempt purposes, Therefore, these
aciivitias are not substantially related to the arganization’s exemat purposes.
Thus, the income resulting from these activities is subject 10 tax Lunder section
511.

Apalysis

In determining whether an iINCOMe~producing activity is an unrelated trade or
business, it Is necessary to show that (1} there is a trade or business, (2) the
‘trade or business is regularly carried on, and (3) the conduet of tha trade or
buginess is not substentially retated Io the organization’s exempt purpose or
function. Ses saction 1,513-1(a) of the regulations,

T has agreed that the activities at issua are reqularly caried on trades or
businesses, Tharefors, the scls issue is whether each activity is substantially
related to the organizalion's achlevement of ils exempt purposes.

Grass Income |s derived from an unselated trade or business if the conduct
of tha trada or business Is not substantiaily related {other than through production
of funds} to the purposas for which exemption is granted. Section 1.513-1(d)(1)
of the reguiations. Determination of the substantial relationshlp issue requires an
examination of the relationshlp between the business activities which generate
the particular income In question and ihe accomplishment of the crganization's
exempt puiposes. Id. The regulations further state that for the conduct of trade ar
business from which & partieutar amount of grass income is derived to he
substantially raiated to purpasas for which exemption is granted, the praduction
or distribution of the goods or the performance of services from which the gross
income is derived must contribute importantly io the accomplishment of those
purposes. Sectlon 1.513-1(d)(2) of the regulations. Sge also Prof' Ins, Agents
of Michigan, supra, {ihsurance activity was not substantially related because
actlvity did little more than generate revenus and provids members with 28 service




1 200931064

and did not further taxpayer's exempt purpose of Improving business conditions};
Louistana Credit Union Leaque, supra, {League's endorsement of group
ingurance plans was prncipally motivated by a desire to ralse revenue and, at
best, was only tangentially related to the furtherance of the League's exernpt
purpese of improving business conditions of one or more lines of business. The
court found the requisite substantlal relationship lacking.)

For T's activilies to escape taxation as unrelated business income, the
activities must contribute direcily and impartantly to the accomplishment of one
or more of T's exempt purposes—promotion of thrift and providing low cost credit
for its members through mutual and nonprofit operation. Section 1.513-1(d42) of

ihe regutations. See also Profl ins. Agents of Michigan, supra. We address each
of the aclivities below.

MFS Program

T argues that because W's direct response marketing pragram, the MFS
Program, furthers the mutual operallons required of credit unions, the income
rosulting therefrom is not subject to LUBIT, T argues that the provision of MFS
Frogram products contriblites importantly to the credlt union's exermpt purpose of
promoting thrift and providing basic financial protaction to members on a mutual
basis. T also argues that the products enhance the cora repayment princlpal of
the credit union movemesnt.

The facts do not shew how sales pursuanrt to the MFS Program contribute
directly and importantly fo T's exempt purpose. T does not state haw the sais of
products purslant to the MFS Program provides a mutual hensfitic T's
membars, T bas not shown that the sale of products pursuant lo the MFS
Program encourage savings by members who purchase those products. The
MFS Program doas not provide eny incentive or sugport for saving, nor does it
aid a member In seaking and obtaining a loan. There are no facts showing that
the sale of products pursuant to the MFS Program has reduced the cost of
providing credit to all members or benefited the membership as a whole in any
way. A member's purchase of a product pursuant to the MFS Program provides
financial protection 1o an indlvidual. That purchase, and the resultant protection.
does not benafit members as a whole excent through the production of income.

Eierments of the agreement by T and W ara also indicative of the motivating
goals of T. Forinstance, W obtained a covenant not to compste clause which
ansurad that no other company would offer the same type of producis o T's
members. T was truly concerned with enhancing the core repayment principal
of the credit union, it would offer insurance from all companles o its members so
that its members would have the largest selection of benefits and costs.

Applylng the factors of Alabama Cenlral Gredit Union, supra, T (1) earns

commigsions for offenng tha MFS Program; (2} sells policies for the express
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benelit of the insured without any reference to the member's loans or accounts
with the credit union; {3} derives no benefit from the pulicies other than
commission on the sale of the policies eamed from the insurance companies 1hat
issued the policies; (4) the sale of the insurancs policies refered 1o has no
substantial, causal relationship to T's exempt purposes; and (5) the salg of the
policies bears ne relationship to T's funclion as a credit unian.

T gid not provide information regarding number of products sold pursuant ta
the MFS Program for sithar or

Basad on 21l of the facts and circumstances, T's activities with respact 1o the
sale of products pursbant to the MFS Program do not contribute importantly to
accomplishing T's exempt purposes. The facts do not show how the saie of such
products conlributes to Ts exempt purposes of promating thrifl and providing low
cost credit. The sale of products pursuant to the MFS Program does little more
than produce income for T. Therefors, the sale of products pursuant to the MES
Program is not substantially related to T's exempt purposes and amounts
receivad tharefrom are subject to UBIT.

t lifi i ility insuranc

T arguas that the gale of cradit Ife and credit disebillty Insurance is directly
related to the credil union’s specific exempt purposes of fastering the!ft among
the members (Including both the extension of credit to members on reasonable
terms, and encouraging savings among the members) and providing services o
members on a mutual basis, T further maintaing that cregit Insura nee, which Is
an jntegral part of &8 member loan transaction, is a mechanism for assuring the
prompt repaymant of debis in sltuatlons where the financial resourcas of the
borrower, and the borrower's family, become stralned as a result of disability,

The facts do not show how sales of credit life and credit disabifity
Insurance contribute directly and importantly to accomplishing T's exempt
purposes. Credit iife and credit disability insurance are not required for the
approval of & loan. Infact, credit life and credit disability insurance are not
available to mambers on certain types of Icans, such as marigage and other real
estate ioans. The member decides whether to purchase credit life and/or
disability insurance basad on his or her own assessment of whether the
insurance witl provide a benefit to thal Individual member. The ingdividual
mermber banefits in that tha mamber need not worry about paving aloanto T In
the event of disability. Whils there is also a benefit to the credit union as the
beneficiary, the facts do not show how the sale of credit llfe and cradit disability
insurance otharwise contribuies importantly and directly to accomplishing T's
exempt purposes, other than through the production of income. Availability of
credit disabilily Insurance does not encourage savings or assist T in offering low
cost crendil.
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T does not take inle consideration the need for this insurance by
members. T performs no studies to determing which members may need credit
disability fnsuranca, and thare is no required corresponding counseling to
Members who may have more need than others. Although T's siaff may
recommend insurance based on the levet of parsonal and family reseurces,
these recommendations are not mandatory in specific cases and coverage is nol
required in thase cases.

Additionally, T's arguments do not address the fact that boruses are patd
to employees based on the number of pollcies sold, providing & profit-motive
incgntiva to T's employees rathar than a membership benefit as a whole. In
additlon, 7's commissions are high, ranging frem 26 to 40 pereent of premiums
pald.

Applying the factors of Alabama Central Credit Union, suora, T (1) earns

commissions for providing credit life and credit disability insurance; (2) sells
policies for the exprass benefit of the insured albeit with refarence 10 a membar's
toan with the credit unlon; {3) derives some beneflt from the credit Ife and cradit
disability insurance but the primary benefit is production of income, bolh through
the commission on the sale of the insurance earned and the bonuses paid to T
employees; {4) the insurance referrad to has no substantial, causs| relationship
to T's exempt pumpasaes; and {5) the insurance bears no relationship to T
function as a credit union, :

Logking at tha facts with respect o credit life and credit disability insurance,
the sale of credit insurance is not substantially related 1o T's exampt purpases.
The available informaticn indicates that the sale of insurance is primarily (1) far
the purpose of generaling income to T and some of its employaas, and (2) for the
benefit of the insurad rather than for the benefit of T's membership. Based an all
of the facis and circurnstances, T's activities with respact to the sale of credit IIfe
and credit disability insurance do not cantribute Importantly to accamplishing T's
exernpt purposes, Therefore, the sale of credit life and credit disability insurance
15 not substantially related 1o T's exempt purposes and amaunts received
therefrom are subiect to UBIT.

Flnarcial man S

T argues that its services further the mutual gperations required of credit
unions, thersfore the income resulting therefrom is not subjact to UBIT. T argues
that the provision of services and products contributes importanitly to the credit
union's exempt purpcse of promoling thnft and providing basic financial
protection (e mambars on a mutual basis,

The facts show that & contract between X and U existed under which X
would provide financlal management services to U. Another agreement existed
between X and T whereby T would assist X in the provision of those services to
U. The reality of the relationship between T, X, and U was that T provided
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senvices ta U, Ui compensated T for those services, and X was disregardad. In
fact, U has now been mamed into T.

The facts do not show how the income received by T pursuant fo he
agreement between U and X contributas dirsctly and importantly to T's exempt
purpose. U is not one of T's members. U's members benefited by T's
managemant of L, While there was also a beneflt to some individual members of
T by allcwing them to use U's facilities to transact business with T, the facts do
not show how the management of U contributes importantly and directly to
accompiishing T's exempt purposes, othar than through the production of
income. Thers are no facts showing that the provision of financial management
services pursuant to the Agreement has reduced the cost of providing cradit to all
members cr benefited the membership as a whote in any way.

Applying the factors of Alabama Central Credit Unlon, supra, T {1} eams
cempensaltion for financial managament of U offered pursuant to the Agreemant
hatwean U and X (2] provides financial management services for the express
banefit of U without any referance to T's members; {3} derives no banefit from
the provision of financial management services to U other than compensation: (4)
the zale of the services referrad to has no substantial, causal relationship to T's
axempt purposes; and {5) the sale of the services baars no relationship ta T's
function as a credit union.

Based on all of the facts and circumstances, T's activifias with respect to the
provisicn of services pursuant to the Agreement between U and X do not
contripute importantly to accomplishing T's exempl purposas. The available
information Indicates that the feas generated from T's financial managament of L
ara primarlly for the purpose of generaling income to T and for the benefit of the
L's mambership rather than for the benefit of T's membership. Tharefore, the
provision of services pursuant to the Agreement between U and X is not
substantizlly related to T's exempt purposes and amounis received therefrom ams
subect to UBIT.

inancial Sery O 1o ors

T argues that transaction fee income received from nonmembers s
irglavant Bo long as the underlying trade or business activity itself is substantially
related to T's tax-exempt purpose. T argues that s pravision of services aad
products in & reciprocal financial service network is substantially related to its
exempt purpose, so all revenue derived from that activity I8 exempt rom UBIT.

The facts do not show how the fees charged to nonmember users of the
reciprocal financial service network contribute directly and importantly fo T's I
exempi purpose, The nonmember benefits in thal he or she can obtain finangal
services frem T. While there is also a berefit to Ts members in that they can
obtzin services from other cradit unions participating in the network, the facts do
not show how the transaction fags charged to nonmembers contribule
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Impertantly and directly to accormnplishing T's exempl purposes, other than
through the production of income. Availability of other credt union branches does
nct encourage savings or assist T In offering low cost cred|t.

Applying the faclors of Alabama Central Credit Union, sypra, {1) T earns
revanue for providing nonmembers access to its facilities; (2 T derives little

benefit from nonmesmber use at its branches: (3) charging fees for nonmember
use at T's branches has no substantlal, causal relationship to T's axempt
purposes; (4) the nonmember branch usage referred to has no substantial,
causal refationship to T's exempt purposes; and (5) the ronmember branch
usage bears nc ralationship to T's function as a credit union,

Looking al the facts with respect 1o nonmember transaction fees. such fees
are not substantially related to T's exempt purpasas. The availsble information
indicates that the fees ganarated from nonmember ugage are primarily for the
purpose of generating income 1o T and for the banefit of the ranmember usar
rather than for the benefit of T's membership. Based on all of the facis arx
circumslances, T's activities with respecl ta the nonmember transaction fees do
not contribute importantly to accomplishing T's exempt purgoses. Therefore, the
nonmember transaction fees are nol subsianially related to T's exempl purposas
and amounts received therefrom are subjact ts UBIT.

Interest income

T argues that its services funher the mutual operations required of credit
unigns, therefore 1he income resulting therefrom is not subject to UBIT, T argues
that the provision of services and products contributas importantly to the cradit
union’s exempt purpose of promoting thrift and providing baslc financial
protection to members on 2 mutual basis.

Tha facte do not show how the income received by T from the toan o V
contribuies directly and importantly 1o T's exempt purpose. T does not state how
the loan to V provides a mutual benefit to T's members. T has not shown that
the ioan to V and the intarest received therefrom encourage savings by T's
members. The loan does not provide any incentive or suppor far saving for T's
m&mber ner doas it aid a member in sesking and obtaining a foan.

T recelved Interest income from a controlied entity, V, within the meaning of
soction §13(b}{13) of the Code. The interest income derived by T is subject to
UBIT.

Income received from V's provision of services fo nonmembers

T argues that Income received from nonmembers is irrelevant so long as |
the undedying trade or business activity teelf is substantiaily related 10 T's tax- !
exempt purpose. T argues thal V's provision of services and products ina
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Tinancial service network and indirect lending program is substantially related to

its exempt purpose, so all revenue derived from that activity is exempt from
UBIT,

The facts do not show how the fees charged to nonmember users of the
finangial service network and indirect lending program ceniribute divectly and
importantly 1o T's exempt purpose. The nonmember benefits in that he or she
¢an obtain finzncial services from V. While there is alse a benefit 1o T's members
in that they can also oblain services from V, the facls do not show how the fees
charged to nonmembers contribute importantly and directly to accompiishing T's
axempl pumoses, other than through the production of ingome.

Applying the factors of Alabama Central Credit Unipn. supra, (11 T eamns
revenve through V's provision of nonmember access to its service centers andg

Ioan program; (2} T derives little beneflt fror nonmember use at V's service
centers and various aute dealerships; (3) charging lees for nonmember use of
V's service centers and ioan program has ro substantial, causal relationship to
T's exempt purposes; (4) the nonmember usage referred ta itself has no
substantial, causal relationship to T's exempt purposes; and {5) the nonmember
usage bears no refationship 1o T's function as a credit unlon.

Locking at the facts with respect lo income derived by nonmember usage
of V's services and products, such income is not substantially related to T's
exempt purposes. The available information indicates that tha faes generated
from nonmember usage are arimarily for the purpose of generaling income to V,
which in tum genarates incoma te T, and far the benelit of tha nonmembar users
rather than for the banefit of T's membership. Based on all of the fects and
circumstances, \'s activitiez with respect to the ronmember income da not
contribute impontantly to accomplishing T's exempt purposes. Therefore, the V's
income derived from nonmember usage is not substantially related to T's exempt
purposes and, under section 512(c) of the Code, amounts received by T
therefrom are subject to UBIT.

Check gates

Becausa the sale of checks furthers T's exempt purposes, the income
resulting therefrom I not subjact to UBIT. Checks allow members access 1o
their funds held on dapasit. Accepting member funds far depesit, including
allowing the members access to those funds, is obviously a erilical and central
exemp function of a credit unien. Therefore, the sale of chacks to T member-
borrowers s substantially related t0 T's exempt purposes.

Coneluslgn

For reasons set forth above, we conclude that the income receivad by a
section 501(c} 14) credit union from the activities listed below are not
substantially related lo the furtherance of T's exempt purposes and therefore are
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subject to UBIT.

Sale of MEMBERS financial management services
Sale of credit Iife and credit disability insurance
Financial management services to U

Financlal services to nonmembers

Interest income

Incame recaived from V's provision of services to nonmembers

Mmoo me

We also conclude the sale of checks by T to Its members is subslantally

related to the furtherance of T's exempt purposes and therefore is nof subject to
UBIT,

A copy of thig technical advice memorandum is to be given to the
laxpayer. Section 6110(k){3} of the Code provides that it may not be used or
ciled as precadent.

- END -




